ABSTRACT
INTRODUCTION
ver the past 10 years there has emerged an aggressive debate about the impact that national tax policy has on the decision-making of the typical taxpayer. Critics of existing U.S. tax policy argue that the tax regulations are too lengthy (Forstmann & Moore, 1998) . The popular press has followed the debate with great interest since tax reform measures took place in 1997 (Harbrecht & McNamee, 1998) . Professionals in the field have asserted that the current tax system, "…has become a maze of unfairness, complexity and inefficiency. As a result, there has been increased debate regarding replacing our current federal income tax" (Miller, 1998: 9) . More recently, on January 7, 2005 President Bush signed Executive Order 13369 creating the President's Advisory Panel on Federal Tax Reform. The panel is charged with developing a report identifying tax policy options that include simplifying Federal tax laws. The current debate centers on the issue of how taxpayers will perceive the fairness of changes in the tax regulations thus impacting their willingness to support such changes (Donlan, 2004 ).
Our objective is to examine how typical taxpayers assess external and internal factors affecting their decision to choose among possible taxation systems. Prior research has shown that self-interest, perceived equity, tax knowledge, and certain demographic characteristics impact taxpayer attitudes toward tax systems (McGowan, 2000) and that taxpayer reporting of income levels will vary based on the tax scheme (Hite & McGill, 1992) . We bridge these issues by developing a decision-making model and testing its explanatory capability using an experimental design.
We believe this is an important area of research that links the fields of tax accounting and individual decision-making. It is certainly an important public policy area since it has been estimated that approximately $100 billion is underreported each year by U.S. taxpayers who believe the existing taxation system is unfair. Previous researchers have encouraged the application of experimental methodologies to move beyond classical expected utility theory into theories of behavior (Alm, 1991) . Economists have investigated the aggregate impact of tax policy changes (see for example, Cassou & Lansing, 2004 ) but little research has been conducted that seeks to examine tax policy choices at the individual level. We attempt to do so.
Our research is a direct response to Congleton's (2002) call for examination of the balance between taxpayer behavior and the factors that lead to decisions potentially impacting the activities of tax collecting agencies. According to previous research, the best way to ensure that a structural change to the tax system is effective is to assess how taxpayers make their decisions to participate in the system (Alm, Bahl & Murray, 1990; Alm, Jackson & KcKee, 1992). Alm (1996) suggests that the central issues in public economics are the design and acceptance of a tax system.
The current study extends our understanding of taxpayer support for changes in national tax collection policies by experimentally assessing the roles that taxpayer self-interest and personal tax situation (measured by level of taxpayer tax-filing complexity) have on support of a tax scheme. Flat tax proposals were chosen as the base example for this study because they have been the focus of attention for several years and provide a consistent structural framework for analysis. There are certainly variations in flat tax proposals. However, we believe the results of this study would not be affected by changing the flat tax proposal because complexity of tax filer status and taxpayer self-interest, variables of interest in this study, can be examined regardless of the tax scheme under evaluation.
The broad research questions addressed through our work are:
Is there a relationship between taxpayer support of a flat tax proposal and the complexity of the taxpayer's tax situation? 2.
Is there a relationship between taxpayer support of a flat tax proposal and taxpayer self-interest?
We believe answers to these questions will provide policymakers and researchers with needed information regarding potential tax simplification proposals. That is, taxpayers may complain about the complexity of the existing tax regulations but only want to simplify regulations if it is of personal benefit to do so.
Our paper is divided into five sections presenting the theoretic framework, defining the exogenouslydeveloped flat tax scheme, describing the methodology, reporting the results, and offering discussion and implications of our work.
THEORY & FRAMEWORK
It has been argued that personal financial self-interest is a primary motivation for many business decisions (Jensen & Meckling, 1976 ). In fact, in studies assessing the competing effects of financial self-interest and role of external monitoring, it was found that personal self-interest was a dominant factor in determining business choices (Tosi, Katz & Gomex-Mejia, 1997 ). In the case of individual decisions to comply with an externally imposed tax scheme, the financial impact of the individual will most likely overwhelm the potential for monitoring by an external party such as the Internal Revenue Service (Alm et al., 1992; Congelton, 2002) . This suggests the context of the decision, that is, level of self-interest, may be an important factor in assessing taxpayer support for changes in the national tax collection process. In developing a model to better understand taxpayer decision-making we draw from the existing external environment to represent exogenous factors by considering the existing complex tax scheme (see for example, Forstmann et al., 1998) and the proposals for a national flat tax scheme (Armey, 1995) . Therefore, we suggest the primary exogenous factor impacting cognitive reasoning for a taxpayer's decision-making process is the perceived complexity of the current tax laws and perceived simplicity of the flat tax proposal.
We model two levels of tax complexity as inputs into the taxpayer's cognitive processing by linking the cognitive process to the output: The individual tax return. That is, complexity is operationalized through the use of tax returns. Thus, the more complex the tax regulations, the more complex the tax return is in complying with the regulations. Tax complexity can also be seen in the cognitive processing section of the model as part of the relevant facts that aid the taxpayer in analyzing and synthesizing relevant information needed for decision-making (Alm et al., 1990 ).
Figure 1: Model Of Factors Impacting Taxpayer Decision-Making
In the context of the decision-making model, we believe taxpayers with simple tax situations (for example, few itemized deductions) will support the flat tax proposal more than taxpayers with complex tax situations. On the other hand, taxpayers with complex tax situations may be expected to favor a simpler tax scheme more because of the expense in tax preparation and planning under the current system. However, because taxpayers in complex situations have the resources to conduct tax planning and reduce their tax liabilities, they may perceive control over their tax destiny. Thus, we believe taxpayers may not favor a simpler tax system if they can potentially minimize their tax liabilities under the current system. Of course, given the agency argument of self-interest, the critical issue would be whether taxpayers perceive a financial gain under the flat tax scheme compared to the current system. Conversely, With these cognitive processes in mind, we propose the following hypothesis:
Endogenous Factors

H1:
Taxpayers having simple tax situations will more strongly support the flat tax proposal than those having more complex tax situations.
A second factor of interest is the taxpayer's self-interest for paying less tax under the flat tax proposal than under the current scheme. In other words, given the self-interest of taxpayers, we propose support of the flat tax proposal will occur if it reduces taxpayers' personal taxes. That is, self-interest can be viewed as part of the individual cognitive factors that impacts the taxpayer's cognitive processing and is recognized as part of the relevant facts used in coming to a decision on the level of support for a flat tax proposal. Therefore we propose the following hypothesis:
H2:
Taxpayers paying less tax under the flat tax proposal will more strongly support it than those paying more tax.
FLAT TAX SCHEMES
It has been estimated the Internal Revenue Service publishes over 480 tax information submission forms along with 280 companion forms explaining how to correctly complete the forms. As a result, Americans devote 5.4 billion hours filling-out and submitting forms to comply with Internal Revenue Service regulations. The annual cost of complying with the regulations has been estimated to be $200 billion (Armey, 1995) . These large social costs resulting from tax regulation complexity have led to an outcry for tax simplification and alternative means of taxation. Value-added taxes (VAT), general sales taxes, and flat taxes based on levels of earned income are examples of alternatives being debated by policy makers and academic researchers (Alm, 1996; McGowan, 2000; Miller, 1998) .
Most flat tax proposals seek to "simplify or eliminate" the existing regulations. Under the flat tax proposal, individuals only pay taxes on wages, salaries, and pension income. There are no deductions or credits allowed for certain expenses. A flat tax rate of 17 percent is applied to taxable income regardless of the income level (Armey, 1995) .
The pros and cons of flat tax schemes are a matter of policy and academic debate beyond the scope of this study. However, relevant research has been conducted to determine the effects of a flat tax on the economy, charities, and housing (See for example, Norr 1999; Barry 1996; Seldon & Boyd 1996) . In an early defense of the existing tax scheme, Hicko (1996) insists a national flat tax will not work effectively as a tax collection strategy. However more recently, Iyer and Seetharaman (2000) and Tideman, Akobundu, Johns and Wutthicharoen (2002) conclude that a flat tax system increases horizontal equity relative to the current system. There is a long history of tax research suggesting the existing national tax collection process is disparate to groups of taxpayers (see for example, Seetharaman, 1994 and Young, Nutter & Wilkie, 1999).
Public opinion polls have also been taken to determine taxpayer support for a flat tax proposal. The National Center for Policy Analysis reported the results of a poll taken by Fabrizio and McLaughlin (1998) after the 1998 national elections. They report that 63 percent of those surveyed favored a 17 percent flat tax while only 19.5 percent of respondents opposed it. A separate survey conducted in 1999 by the NCPA indicates mortgage interest, health insurance, and state and local taxes would not be deductible items under a flat tax plan. Fifty-one percent of the respondents indicated support for a flat tax program while 37 percent indicated opposition. It has been suggested that the difference in how respondents view tax issues may be attributable to the context in which the data is gathered and, therefore, in differences in perceptions regarding how the flat tax will affect respondents (Wartick, Mateo & Vines, 1999) .
METHOD
To test our hypotheses regarding the factors impacting taxpayer decisions to support and voluntarily adopt differing tax schemes, we developed an experimental simulation that controlled for the exogenous and output factors in the cognitive processing model described in Figure 1 . We did so by designing a full-crossed 2 by 2 factorial experiment and administered the experimental protocol in a controlled setting. We examined decision-making under high and low levels of potential decision-maker self interest and under tax conditions that would be perceived as simple or complex. The experimental design used has been commonly employed in cognitive testing for assessing the direct and interactive effects of variables on decision-maker behavior (Staw, 1976) .
Two levels of tax complexity (exogenous conditions) were employed. Simple and complex tax returns (output conditions) were designed as scenarios for the subjects as context variables. In the low condition, the simple tax return had no deductions or only itemized deductions. In the high condition, the complex tax return contained income from rental property, passive activities, capital gains/losses and tax credits as well as itemized deductions.
Two levels of self-interest (endogenous factors) were designed. In the high level, subjects were to pay less tax under the flat tax proposal, while in the low condition subjects were to pay more under the flat tax proposal than under the current system.
There are other constructs suggested to have an impact on an individual's choice among alternatives in a tax policy context, specifically, distributive justice and fairness (Porano 1984; Milliron et al. 1989; and Hite & Roberts 1992 ). Although our research design does not control for these issues, subjects' responses to a post experimental questionnaire suggest that these factors were not of major importance to the subjects in their decision-making.
Procedures
Subjects were provided written highlights of a flat tax scheme. The subjects were then asked to assume the identity of the tax filer and review the tax return prepared using the current system of taxation. Subjects were given time to carefully examine the tax return provided as part of the experimental protocol. The subjects were then asked to study a worksheet that presented the tax liabilities calculated using the same data for the current and flat tax systems. Subjects were instructed to review this information then indicate their level of support for the flat tax scheme. A Likert-type scale of 1 (strongly oppose) to 7 (strongly support) was used to measure the level of support. Subjects answered validity and demographic questions following the experiment. The tax returns and instruments were pre-tested twice and modifications were made based on the results of the pre-tests.
Subjects
Subjects were college students at a major Midwestern state university, the majority were students in accounting classes. In this study, subjects were presented with information concerning a specific flat tax proposal and the tax liabilities calculated under the proposed flat tax system and the current system. They were also given a completed tax return for evaluation. Subjects were asked to make a judgment based on the information provided. Subjects were compensated for their participation by being provided with extra course credit for their participation in the study. A total of 192 completed responses were received.
Post-Experimental Manipulation Assessment
There were six post-experimental questions designed to measure the validity of the experimental manipulations (see Appendix). Subjects were asked: 1) if they compared the two tax liabilities, 2) whether they would pay more or less tax under the flat tax system, 3) whether they considered the savings on tax preparation fees if the flat tax proposal was adopted, 4) whether they considered the tax return prepared under the current system as simple or complex, 5) to weight the complexity of the tax return under the current system, the comparison of the tax liabilities under both systems, and other factors in making their decisions, and 6) if they considered anything else other than the complexity of their tax returns and the amount of taxes owed under the flat tax proposal.
There were no significant differences among the four experimental groups. Subjects in all groups compared the tax liabilities under both tax systems (95 percent of the subjects did so), determined whether they would pay more or less tax under the flat tax system, and weighted the factors similarly in their decision. Fifty-eight percent of the subjects considered the money they would save in tax preparation fees (if the flat tax proposal became law) in making their decision to support or oppose the flat tax proposal. There were no significant differences among groups in consideration of this factor. We should note that the scenarios of the experiment were not affected by taking the savings in tax preparation fees into account. For example, if the tax liability under the flat tax system was greater than the liability under the current system, this condition would hold even if the tax preparation fees were considered and the savings subtracted from the difference in tax liabilities. The statement concerning tax preparation fees was merely used to make the scenarios more realistic.
In summary, four groups of subjects participated in this study. One group of subjects received a simple tax return and a worksheet that indicated a lower tax liability calculated using the flat tax proposal (n = 63). Another group was given the simple tax return and the worksheet that indicated a lower tax liability under the current system (n = 38). The other two groups were given complex returns. One group was given a worksheet that indicated a lower tax liability under the flat tax scheme (n = 45), the other a lower tax liability under the current system (n = 46). Subjects answered validity questions to insure they compared the tax liabilities and knew which system benefited them.
RESULTS
Demographics
Twenty-eight percent of the subjects were accounting majors, seven percent finance majors, 12 percent management majors, 12 percent marketing majors, eight percent a combination of the above, and 33 percent nonbusiness majors. An analysis of variance indicated no significant differences in support of the flat tax proposal based on college major. Forty-six percent of the subjects had previously prepared their own tax returns, 23 percent had prepared someone else's tax return, and seven percent had prepared a business tax return indicating a high level of knowledge about the taxation process. Analysis of variance between groups indicated no significant differences in support of the flat tax proposal between those subjects who had had one or more tax courses and those who had not taken a tax course. Table 1 presents the analysis of variance results with complexity and self-interest as the independent variables and level of support for the flat tax proposal as the dependent variable. Both independent variables of interest are significant (p<.05) while the interaction of these two variables is not. The results indicate support for both hypotheses. Table 2 Means for the simple tax return groups are higher than the means in the two complex tax return groups under both levels of self-interest. The means for the complex and simple return groups are higher (indicating more support for the proposal) than the means of the groups benefiting from the current system. Duncan Multiple Comparison Test results indicate a significant difference between Group 1 and the other three groups. In addition, the Scheffe' Multiple Comparison Test indicated Group 1 is significantly different from Groups 2 and 4. Table 3 presents the bivariate correlations between support for the proposal and tax complexity and selfinterest. Both correlations are statistically significant (p<.01). Both variables are negatively correlated to support of the tax proposal. As tax complexity increases (simple = 1 and complex = 2), support for the tax proposal decreases. Therefore, as the self-interest variable is decreased, (indicating a tax liability less under the flat tax system) support for the flat tax proposal increases.
Analysis
DISCUSSION
The results of our analysis provide empirical support for both hypotheses. We found support for a flat tax scheme is affected by exogenous factors, as measured by the level of tax complexity, and endogenous factors, as measured by level of self-interest. The results suggest that the more complex the tax scheme, the less likely the taxpayer will support changes toward a flat tax proposal that reduces the opportunities for self-interest and reduces the likely cost of external monitoring. We believe this occurred because taxpayers with complex tax situations tend to perceive more control over their tax liabilities through their tax planning efforts. These taxpayers support a simpler tax system only if it benefits them (that is, reduces their tax liabilities). Further, we believe taxpayers with simple tax situations tend to have less control over their tax liabilities because, with limited choices for income deductions, the opportunities for tax planning are reduced considerably. Thus, it appears that taxpayers in such a situation consider their tax liabilities to be out of their control. Their support of any new tax proposal is also limited to whether the proposal benefits them. Our conclusions seem to be supported by related research (Congleton, 2000; Iyer & Seetharaman, 2000) .
Based on our study, the dominant factor in determining support for a new tax scheme appears to be taxpayer self-interest consistent with the agency literature on incentive alignment and monitoring (Jensen & Meckling, 1976; Tosi et al., 1997) . That is, individual taxpayer support for a new tax scheme will be contingent at the first order on whether the taxpayer personally benefits through perception of control or financial outcome. Secondarily, our study shows that the taxpayer will also evaluate the likely level of monitoring by external parties under the new tax scheme (see Table 3 ). Our study suggests this is true for taxpayers with simple or complex tax situations.
There is recent evidence to support this contention. Dalrymple (2003) , reporting on a study conducted by the U.S. Department of Treasury's Inspector General, indicates that a group of taxpayers having complex tax situations chronically take advantage of provisions of the exciting tax regulations by filing late returns and paying their taxes late. The taxpayers in this group earned more than twice the average taxpayer and most used professionals to help prepare their taxes. Interestingly, more that 17 percent in this taxpayer category that includes individuals having relatively complex tax situations, analogous to our experimental group having high tax complexity and favoring the non-flat tax scheme, had paid no taxes by the imposed April 15 th deadline. This provides limited anecdotal evidence that decision-makers will take exogenous factors into consideration when determining the most effective way to derive personal benefits. In the case of the U.S. Department of Treasury study, the authors conclude that the cumulative effect of taxpayers using the tax regulations to their benefit could, "…erode public confidence in the fairness of the tax system…the (tax return) extension is the strategy of choice for those unable or unwilling to pay by April 15 th " (Dalrymple, 2003: C2.) .
Policy Implications
Most people would agree the current system of taxation is too complex. There are many reasons for the complexity of the existing regulations. We believe there are many planning opportunities, viewed as part of the cognitive processing part of the model contained in Figure1, available to taxpayers under the current tax scheme. So, what do the results of this study suggest to policymakers? We offer three.
First, policymakers can take solace in the fact that although taxpayers complain about the complexity of the current system of taxation the results of our study suggest that as long as it is beneficial to them, compared to a simpler tax scheme, they would prefer the existing system. Thus, it is conjecture at this point as to whether there are more winners and fewer losers under the flat tax scheme compared to the current system. Second, more independent research needs to be conducted to determine the economic and social effects of any new tax proposal. For example, more research should be conducted on the effects of eliminating itemized deductions and tax credits. The elimination of these tax benefits may have long run and short run effects on the economy and society in general.
Finally, tax simplification and flat tax schemes should not be confused. One may exist without the other. It just so happens that the Armey proposal contains both. If it is determined that some form of tax simplification (with or without a flat tax) will benefit society and the economy in the long run, policymakers will need to develop a strategy to promote it to the general public. It is incumbent upon any strategy to include information about the winners and the losers under the new system and how it will benefit society in the long run. In our opinion, for taxpayers to support a considerable change in tax policy, there must be more winners than losers. Thus, the taxpayer perception and cognitive choice of tax schemes is an important issue.
Limitations
There is a tradeoff between external and internal validity whenever the research method of choice is a laboratory experiment. We recognize this limitation. Internal validity is strong because the design was structured to test subjects' support for, or opposition to, a flat tax proposal under controlled conditions for examining tax complexity and self-interest. Post experiment questions validated that subjects did, in fact, compare the tax liabilities of the two tax systems. Relevant demographic variables were also tested to validate that no significant differences existed among these variables. However, we feel that since the judgment to support or oppose the flat tax proposal required no technical expertise in tax law, and no prior knowledge of the Armey flat tax proposal, external validity concerns are reduced. We believe it is likely that the results would be consistent if the experiment was conducted among the general population since taxpayers could be expected to act in their own interest.
In addition, this study examined just one of the stakeholders in any change in tax law. Certainly, corporations may have a different perspective. However, we would also expect a corporation's board of directors to act in the interest of its shareholders. This is clearly an area of future research for those interested in corporate behavior and corporate taxation.
CONCLUSIONS
Public policymakers always wonder about the unintended consequences of changes to policies. The objective of this study was to develop and test a model of individual decision-making that separated the external factors from decisions at the individual level. We found that self-interest had a more dominant effect than potential monitoring, based on the level of tax situation complexity. The results suggest that potential policy changes impacting individuals should be "pre-tested" using a cognitive processing and decision model as we have demonstrated.
Existing taxpayers may be concerned about the complexity of the current tax regulations. However, the results of our study suggest that taxpayers with complex tax situations will be less supportive of a simplified system than taxpayers with simple tax situations. This is true when both benefit from the change to a simplified tax system. We believe the reason for this is the ability to have more control over their tax liabilities under the current system than those taxpayers with simple returns. Control of their tax liabilities is restricted considerably under the flat tax scheme. Therefore, subjects may have perceived they could take advantage of more "loopholes" in the tax law under the current system than in a system that eliminates deductions and credits.
However, it should be noted that when the change in tax systems does not benefit them there is no significant difference in the support of the flat tax proposal between the two groups of taxpayers. Taxpayers with the simple tax conditions are neutral with respect to support and those with complex situation slightly oppose the change. Therefore, tax complexity is not as important as self-interest in explaining the support of or opposition to a simplified tax system.
In our opinion, policymakers have two issues to consider. First, they may continue making rules that make the tax scheme more complex to achieve non-revenue objectives or they can simplify the system. If they choose the former, they should make an effort to explain why the tax law is so complex thereby providing reasonable rationale for the existing structure.
Second, simplifying the tax system has been attempted in the past with very little success. In fact, some would argue that tax law has become more complex as Congress has attempted to simplify it. Therefore, attempts to simplify the tax structure should be considered from macro-economic, as well as at the individual taxpayer level, to assess potential impacts. Clearly, more independent research is needed to determine the short run and long run effects on the economy and society in general.
